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The Supreme Court's decision in Tellabs v. Makor Issues & Rights, Ltd., 2007 WL 

1773208, No. 06-484 (U.S. June 21, 2007) supports the denial— not the granting— of the 

Director Defendants' Motion to Dismiss the Evergreen Plaintiffs' and the Franklin Plaintiffs' 

(collectively, the "Plaintiffs") Second Amended Complaints (collectively, the "Complaints"). As 

discussed below. Plaintiffs' Complaints give rise to an inference of the Director Defendants' 

scienter that is cogent and at least as compelling as any opposing inference that rationally could 

be drawn from the facts alleged, and as such Plaintiffs' allegations are sufficient under the test 

announced in Tellabs, 

I. Plaintiffs' Complaints Meet The Standard For Pleading Scienter Announced In 

Tellabs 

The Private Securities Litigation Reform Act of 1995 (the "PSLRA") requires plaintiffs 
to allege facts giving rise to a "strong inference" that the defendant acted with scienter. 15 
U.S.C. §78u-4(b)(2). In Tellabs, the Supreme Court clarified the standard for pleading the 
required "strong inference" of scienter, holding that a complaint will survive if, viewing the 
allegations in their totality, "a reasonable person would deem the inference of scienter cogent 
and at least as compelling as any plausible opposing inference one could draw from the facts 
alleged." Tellabs, 2007 WL 1773208, at *10 (emphasis added). The Court took care to note that 
"[t]he inference that the defendant acted with scienter need not be irrefutable, i,e., of the 
'smoking gun' genre, or even the 'most plausible of competing inferences.''' Id. (quoting Fidel 
V. Farley, 392 F.3d 220, 227 (6th Cir. 2004)) (internal quotation omitted) (emphasis added). 
Accordingly, Defendants' Motion to Dismiss should be denied if Plaintiffs' Complaints give rise 
to an inference of scienter that is cogent and at least as compelling as any opposing inference that 
can be drawn from the allegations. Plaintiffs have met this standard. 
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A. Plaintiffs' Inference Of Scienter Is Cogent 

Defendants erroneously contend that, because Plaintiffs allege that the Audit Committee 
Defendants "should have" known certain facts or taken certain actions, those allegations support 
an inference of nothing more than negligence. Defs.' Br. at 3-5. That semantical argument 
should be rejected, because failure to do what one "should" do, or failure to know what one 
"should" know, can constitute either negligence, recklessness, or even intentional misconduct, 
depending on the circumstances. To illustrate, consider an airport employee whose job is to de- 
ice the wings of the airplanes when the temperature dips below freezing. Suppose that one day 
this individual concludes - without bothering to check the thermometer - that it is not cold 
enough for ice to form on the wings, so he does not perform his de-icing duties. Suppose that, in 
fact, the temperature is twenty degrees below freezing, and a plane crashes on take-off as a result 
of ice on the wings. Surely, one can say that this individual "should have" done his job, checked 
the thermometer (or realized without even checking that the temperature was below freezing), 
and de-iced the plane. But does the use of the words "should have" render his failure merely 
negligent? Clearly not. Given the importance of his job, the severity of the risk inherent in his 
failure to do that job, and the obviousness of the danger, one can readily conclude that his 
conduct amounts to recklessness. Likewise, given the importance of the Audit Committee 
Defendants' jobs, the severity of the risk that failure to do their jobs would result in fraud going 
undetected, and the fact that they ignored (or failed to detect) glaring and obvious problems that 
created conditions conducive to fraud (and enabled an $8 billion in misstatements to occur). 
Plaintiffs' allegations of the Audit Committee Defendants' failure to perform their duties raise a 
strong inference of recklessness. 
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As set forth at length in Plaintiffs' Joint Memorandum of Law in Opposition to the 
Motions to Dismiss by Fannie Mae, the Director Defendants, Radian Guaranty, and Defendants 
Howard, Raines and Spencer (the "Plaintiffs' Opp'n") and in Plaintiffs' Supplemental 
Submission in Opposition to the Motions to Dismiss by Fannie Mae, the Director Defendants, 
Radian Guaranty, and Defendants Howard, Raines and Spencer (the "Plaintiffs' Supplemental 
Opp'n"), Plaintiffs have pleaded facts giving rise to a strong inference that the Audit Committee 
Defendants were reckless in the performance of their duties and in approving the Company's 
materially false financial statements. The allegations supporting this inference include that the 
Audit Committee Defendants were specifically charged with the responsibility of overseeing and 
monitoring the Company's accounting, internal controls, and financial reporting, and yet a 
massive, multi-billion dollar fraud occurred due to severe deficiencies in those very areas, 
including: 

■ twenty-two separate GAAP violations resulting in misstatements exceeding $8 
billion in the Company's financial statements (Evergreen Compl. fl 110-358, 
664, 666; Franklin Compl. ff 133-388, 701, 703); 

■ a "corporate climate ... in which employees actually joked about improper 
income management because it was such a regular occurrence," and where greater 
emphasis was placed on achieving specific numbers than on reporting accurate 
results (Evergreen Compl. ff 391, 398; Franklin Compl. ff 421, 428); 

■ inadequate staffing and expertise in the Controller's Office and internal audit 
department (Evergreen Compl. ff 401, 403-05, 413-416; Franklin Compl. ff 431, 
433-35, 443-46); 

■ a severe lack of independence in the internal audit department, due (among other 
reasons) to the background and reporting structure of the department head and a 
compensation system for the department's employees that gave them incentives to 
look the other way in the face of earnings management (Evergreen Compl. ^ 
401, 410-12; Franklin Compl. ff 431, 440-42); 

■ limitations on the internal audit department's ability to communicate with the 
Audit Committee Defendants (Evergreen Compl. ^411; Franklin Compl. f 441); 
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■ the absence of formal written policies and procedures to support critical 
accounting functions (Evergreen Compl. fl 406-407; Franklin Compl. ff 436- 

437); 

■ the lack of formally documented accounting policy development procedures, or of 
a centralized database of Fannie Mae's accounting policies (id,); and 

■ a management structure that minimized opportunities for independent checks and 
balances to prevent fraud (Evergreen Compl. fl 417-418; Franklin Compl. fl 
447-448). 

In fact, after conducting an extensive review of Fannie Mae's documents and 
interviewing numerous witnesses, OFHEO concluded that "Fannie Mae's internal control system 
was grossly inadequate and contravened OFHEO supervisory standards." (Evergreen Compl. %% 
398-99, 403-08, 425, 429; Franklin Compl. ff 428-29, 433-38, 457, 461). 

Plaintiffs also allege that the Audit Committee Defendants were aware of Roger Barnes' 
allegations of rampant earnings manipulation, yet never investigated those allegations or spoke 
with Mr. Barnes or the Company's auditors, choosing instead to rely blindly on the 
representation by the Company's internal auditors that the allegations had been thoroughly 
investigated. (Evergreen Compl. ff 388, 715; Franklin Compl. ff 418, 807). The Audit 
Committee Defendants should have known that this representation was completely implausible, 
however, given the short three-day duration of the "investigation." (Evergreen Compl. ff 386, 
388, 390; Franklin Compl. ff 416, 418, 420). Like the airplane de-icer who did not bother to 
check the thermometer before concluding that there was no risk of ice forming, the Audit 
Committee Defendants' failure to make any independent inquiries before summarily dismissing 
Barnes' allegations presents a compelling case of recklessness. 

In light of these and other detailed allegations which are discussed in Plaintiffs' previous 
submissions, the Audit Committee Defendants' approval of the Company's financial statements 
for dissemination to investors in the face of severe deficiencies within their areas of oversight 
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raises a strong, and cogent, inference of their reckless disregard for the accuracy of those 

statements. 

B. The Inference Of The Audit Committee Defendants' Scienter Is At Least As 
CompeUing As Any Competing Inference That Rationally Could Be Drawn 
From The Facts Alleged In The Complaints 

Defendants assert that Plaintiffs' Complaints give rise to an inference that they 
"reasonably, and without culpability" relied "upon the opinions of its financial management and 
its outside auditors" (Defs.' Br. at 6) in certifying Fannie Mae's false and misleading financial 
statements. They further contend that this "competing inference" is more compelling than the 
inference of the Audit Committee Defendants' scienter. Defendants' argument simply is not 
supported by the allegations of the Complaints.^ 

As discussed above and in Plaintiffs' prior submissions, the Audit Committee Defendants 
had an independent duty to monitor and oversee the Company's financial reporting, accounting, 
and internal controls. The Audit Committee's existence would be meaningless if it were 
required to do nothing other than rely blindly on management and KPMG - the very parties it 
was supposed to be monitoring - to report any problems in those areas. Accordingly, to 
overcome an inference of scienter, the Audit Committee Defendants' reliance on those parties 

would have to be reasonable in light of the other information they knew or would have known 

•J 
had they performed their duties appropriately." Moreover, to warrant dismissal, Tellabs 



^ In evaluating Plaintiffs' pleading of scienter, the Court must take the allegations of the Complaints as true, and 
may only credit inferences that can reasonably be drawn from those allegations. See Tellabs, 2001 WL 1773208, at 
*4 (court must consider "competing inferences rationally drawn from the facts alleged'") (emphasis added). 

■ See S.E.C. v. Yuen, No. CV 03-4376MRP(PLAX), 2006 WL 1390828, at *='=39-40 (CD. Cal. Mar. 16, 2006) 
("[RJeliance on a professional is not an affirmative defense but merely one factor that a court may consider, along 
with the rest of the evidence presented, when evaluating whether a defendant acted with scienter."); S.E.C. v. 
Softpoint, Inc., 958 F. Supp. 846, 864 (S.D.N.Y. 1997) (where defendant had a "well-defined obligation to ensure 
the accuracy of the information filed with the SEC," his claim of reliance on the company's auditor did not negate 
his scienter); In re JWP Inc. Sec. Litig., 928 F. Supp. 1239, 1257-58 (S.D.N.Y. 1996) (assurances by outside auditor 
did not preclude a finding of recklessness by audit committee members). 
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establishes that the inference of reasonable reliance would have to be more compelling than the 

inference of scienter. Here, Plaintiffs' allegations do not support a compelling inference of the 

Audit Committee Defendants' actual reliance upon KPMG and management, much less their 

reasonable reliance. In fact, the Complaints expressly allege that any such reliance would have 

been unreasonable: 

In light of their specific responsibilities for overseeing the 
Company's financial reporting process, and in light of the adverse 
information ... which was known to (or recklessly disregarded by) 
the Audit Committee Defendants, any purported reliance by the 
Audit Committee Defendants upon KPMG or the Officer 
Defendants with respect to the accuracy of the Company's 
financial statements and/or the integrity of its internal controls was 
inherently unreasonable. The Audit Committee Defendants merely 
rubber-stamped what was brought to them by KPMG and 
management, without bringing to bear the critical eye and 
independent judgment which investors legitimately expected them 
to apply. 

Evergreen Compl. \ 732; Franklin Compl. \ 825. Accordingly, the Audit Committee 
Defendants' claims of reasonable reliance are not supported by the allegations in the Complaints, 
and are certainly not more compelling than the inference of their scienter. 

In an effort to bolster their contention that they acted reasonably. Defendants suggest that 
this Court's dismissal of the derivative action somehow compels the conclusion that Plaintiffs' 
allegations are insufficient to plead the Audit Committee Defendants' scienter. Defs.' Br. at 5- 
10. As an initial matter, Defendants' assertion that the allegations of the derivative complaint 



To support their proposed inference of their reliance on management and KPMG, the Audit Committee Defendants 
cite to allegations regarding KPMG's issuance of an unqualified opinion in 1999. See Defs.' Br. at 6 (citing 
Evergreen ^714; Franklin H 92, 806) However, on the very same page of their brief, the Audit Committee 
Defendants contend that such allegations are irrelevant to the scienter analysis because they pre-date the loss period. 
Defs.' Br. at 6 n.2. In any event, these allegations do not support an inference of non-scienter, because they state 
merely that KPMG informed defendant Gerrity of its disagreement with management regarding an accounting issue, 
and that KPMG later issued an unqualified opinion. See Franklin H 92, 806. There is no allegation that Gerrity 
relied on KPMG's opinion, much less that he did so reasonably. Indeed, without more information regarding what 
Gerrity knew about the reasons for KPMG's decision to issue an unqualified opinion despite this disagreement, it is 
impossible to say that any inference of non-scienter is more compelling than the inference of scienter. 
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were "found insufficient to support of claim for fiduciary breach" is wrong. Defs.' Br. at 6. The 
Court never reached the merits of the derivative plaintiffs' claims, because it dismissed the 
action due to the plaintiffs' failure to plead demand futility. In re Fannie Mae Derivative Litig., 
No. 04-1783, Mem. Opinion (D.D.C. May 31, 2007) ("Op.") at 6. The Court's examination of 
the merits of the derivative plaintiffs' allegations was for the limited purpose of determining 
whether "a majority of the directors lack[ed] independence because of a substantial likelihood of 
personal liability for accounting violations," such that demand would be deemed futile. Id, at 14 
(emphasis added). That "substantial likelihood" standard is, of course, far more onerous than the 
Tellabs pleading standard which requires only a "cogent" inference of scienter that is at least as 
compelling as any opposing inference. 

Moreover, the Court's evaluation of whether there was a "substantial likelihood" of the 
directors' liability in the derivative case was based on different legal claims and factual 
allegations from those in the instant case. In the derivative case, that evaluation was in the 
context of a claim alleging the board's failure to exercise proper oversight, which this Court 
noted is "one of, if not the most, difficult theories upon which to prevail" under Delaware law 
(Op. at 15), requiring proof that a company's directors "utterly fail[ed] to implement any 
reporting or information system or controls, or ... having implemented such a system or controls, 
consciously fail[ed] to monitor or oversee its operations ..." Op. at 16 (emphasis added) 
(quoting Stone v. Ritter, 911 A.2d 362, 370 (Del. 2006)). The Court found that there was no 
"substantial likelihood" of the derivative plaintiffs meeting that strict standard, given their 
acknowledgment in the complaint that a control system existed and was monitored, to some 
extent, by the outside directors. Op. at 16-17. In the instant case, by contrast. Plaintiffs are not 
required to allege the complete absence of any reporting or information system or controls, or a 
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conscious failure to monitor such a system. Rather, in a Section 10(b) case Plaintiffs need only 
allege facts supporting a "strong inference" that the Audit Committee Defendants were reckless 
with respect to the accuracy of the Company's financial statements. As the Supreme Court held 
in Tellabs, "courts must consider the complaint in its entirety" when making this assessment, and 
the inference need not be "of the 'smoking-gun' genre, or even the 'most plausible of competing 
inferences.'" 2007 WL 1773208, at ^^^9, 10. Plaintiffs' allegations of the Audit Committee 
Defendants' reckless oversight of severely deficient internal controls and reporting systems, 
together with the other allegations of the Complaints, are sufficient to plead their scienter even if 
they are not sufficient to state a claim for breach of the duty of oversight under Delaware law. 

Finally, while Defendants make much of the fact that Paul Weiss — a law firm retained by 
the Board itself to investigate Fannie Mae's fraud — found that "the Board endeavored to uphold 
its fiduciary obligations, to be responsive to concerns, and to scrutinize its own policies and 
practices" (Defs.' Br. at 9), the conclusion reached by OFHEO was far different. OFHEO found 
that the Audit Committee had fallen short in a number of respects, and devoted fourteen single- 
spaced pages of its Final Report to the "Failures of the Audit Committee." That Paul Weiss and 
OFHEO reached such disparate conclusions concerning the Audit Committee Defendants' 
culpability suggests that the inference of recklessness is at least as plausible as the inference of 
nonfraudulent intent. 

In sum, Tellabs supports denial of Defendants' Motion to Dismiss because Plaintiffs' 
factual allegations give rise to a strong inference of scienter that is at least as compelling as any 
inference of nonfraudulent intent posited by Defendants. 
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IL Plaintiffs Have Not "Group Pleaded" Scienter 

Defendants assert that Tellabs warrants dismissal of the Complaints for the further reason 

that Plaintiffs improperly have "group pleaded" the Audit Committee Defendants' scienter. This 
is a red herring for several reasons. First, Defendants concede that the Court in Tellabs did not 
rule on the Seventh Circuit's rejection of group pleading. Defs.' Br. at 3. Accordingly, Tellabs 
adds nothing to the argument the Audit Committee Defendants have already made on this point 
in their prior briefs. Second, what the Seventh Circuit rejected in Tellabs was the use of scienter 
allegations against one defendant to impute scienter to all other defendants in the case.'^ See 
Makor Issues & Rights, Ltd. v. Tellabs, Inc, 437 F.3d 588 (7th Cir. 2006). Plaintiffs have not 
attempted to plead the Audit Committee Defendants' scienter by imputation. Indeed, Plaintiffs 
acknowledged at oral argument that their allegations must give rise to a strong inference of each 
defendant's scienter. But this does not mean — as Defendants suggest — that Plaintiffs are 
forbidden from using the term "Audit Committee Defendants" for convenience to refer to 
Messrs. Gerrity, Malek, Segue, Harvey and Pickett and Ms. Mulcahy in those allegations that are 
equally applicable to all of them. For example, many allegations relate to all of them because the 
entire committee learned information, or failed to act, as a group. Those allegations raise a 
strong inference of each individual Audit Committee Defendant's scienter, irrespective of 
whether they mention each defendant by name. 



^ This is different from the "group pleading" doctrine addressed in Plaintiffs' Opposition Brief, which has nothing to 
do with scienter, and instead creates a presumption that certain corporate documents were prepared collectively (and 
thus constitute statements by) a company's senior management. 



9 



Case 1:06-cv-00139-RJL Document 176 Filed 07/10/2007 Page 11 of 11 



CONCLUSION 

WHEREFORE, for all of the foregoing reasons as well as those set forth in Plaintiffs' 

brief in opposition to the Defendants' motions to dismiss, at oral argument, and in Plaintiffs' 
supplemental submission in opposition to Defendants' motions to dismiss, the Evergreen 
Plaintiffs and the Franklin Plaintiffs respectfully request that the Court deny the Defendants' 
motions to dismiss in their entirety. 



Dated: July 10, 2007 



/s/ Stuart M. Grant 
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